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IN THE

WinittX^^tatm Circuit Court of Appeals

FOR THE NINTH CIRCUIT

J. DALZELL BROWN,
Petitioner.

vs.

FRIEDA R. MAJOR, et al.,

Respondents.

In the Matter of

J. DALZELL BROWN,
Involuntary Bankrupt.

BRIEF OF PETITIONER.

This is a petition for the revision by this Court of an

order made by the United States District Court of the

Northern District of California, overruling the demur-

rer of petitioner herein to the petition of respondents,

wherein it is sought to have him adjudged a bankrupt.

This proceeding is based upon Section 24b of the Bank-

ruptcy Act of 1898.

It is alleged in the petition of respondents, on file in

the lower court, that they are depositors in the Cali-

fornia Safe Deposit and Trust Company, an insolvent



banking corporation of the City and Cour

Francisco; that the aggregate amount of the

is $2899, all of which money was deposited

bank between the months of July and Octo

that petitioner herein is the owner of 677 sh

capital stock of the said banking corporatio

the total number of issued shares is 26122; th

titioner herein was on the ist day of Noverr

and for five years prior thereto, a director,

and manager of said banking corporation; t

30th of October, 1907, the bank closed an(

tinued closed and a receiver has been since j

that during the past three years and during

of office of said petitioner herein, moneys

bezzled and appropriated by the officers in v

certain sections of the Civil Code and of

Code of the State of California. In ten si

various misappropriations and unlawful a(

tempted, in most general language, to be set f

petition of respondents. It is alleged that

five million dollars of deposits was loaned

quate security; that more than three milli(

were directly and indirectly borrowed by th



surplus profits; that the capital stock to the

three million dollars was divided, withdraw

to stockholders; that debts to the amount of

dollars beyond the subscribed capital stoci

ated; that the corporation has purchased, he

veyed during the past three years stock

worthless and insolvent corporations to the

more than four million dollars. It is furt

in said petition that under Section 3 of Ar

and Sections 309 and 322 of the Civil Code

contractual in its nature and fixed and det

imposed upon petitioner in favor of respon

amount of their deposits, and upon such li

rest their right to proceed against petitioner

tary bankruptcy.

To the petition of respondents petitioner

interposed his demurrer averring, among o

first, that the said petition was insufficient

entitle the respondents to the relief soughi

that respondents were not the holders

claims against petitioner; and, thirdly, that

were not sufficient in amount to entitle therr

against petitioner. The court below ov(
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I.

THE PETITION IS UTTERLY LACKING IN FACTS.

It will be noticed that respondents depend upon a

two-fold liability of petitioner,—that of stockholder

and that of director and officer of the corporation.

The former we shall not discuss, for upon the face of

respondents' petition it appears that petitioner herein

is the owner of only two and one-fifth per cent, of the

capital stock of the banking corporation, and the

amount of his liability to respondents as a stockholder,

therefore, is less than the sum of sixty-four dollars and

insufficient upon which to base their petition in invol-

untary bankruptcy. (Sec. 59b B. A.) It is upon the

liability of petitioner as officer and director of the bank,

therefore, that the petition must rest.

As was before stated, there are in respondents' peti-

tion ten subdivisions of alleged embezzlements and

misappropriations by the officers of the corporation.

It is not purposed here to point out wherein each is

lacking in facts because they are so similar in their

deficiencies that one or two for illustration will suffice.

Respondents allege:

"i. In violation of Section 571 of the Civil Code
of the State of California, more than the sum of

five million dollars of the money of tlic depositors

of said bank and corporation was loaned on inade-

quate security.



'^2. In violation of Section 578 of said Civil

Code more than the sum of three million dollars

of the deposits and funds of said corporation was

directly and indirectly borrowed by the directors

and officers of said corporation."

In neither of these allegations is it shown that the

bank suffered any loss on account of the alleged mis-

conduct of its officers; nor is it shown that the borrowed

moneys were not repaid nor what the securities were

which are said to have been inadequate—a mere con-

clusion of the pleader—nor indeed, are any facts al-

leged upon which might be based a claim against peti-

tioner herein. The whole series of allegations of mis-

appropriation and embezzlement are made up of most

general statements, quotations from the statutes and con-

clusions of the pleader and not for one instant do they

meet the requirement that facts must be stated to entitle

one to relief.

II.

THE AMOUNT OF RESPONDENTS' CLAIMS IS NOT SHOWN

IN THE PETITION.

The petition must set forth and describe the claim or

claims of the petitioning creditors sufficiently to show



that they are provable claims and amount in the aggre-

gate to five hundred dollars or over.

Bankruptcy Act, Sec. 59b.

In re Stein, 130 Fed., 377.

In re Bedingfield, 96 Fed., 190.

In re IVestern Savings & T. Co., Fed. Cas.

17,442.

In re Hadley, Fed. Cas. 5894.

Respondents' petition shows a liability to them as

stockholder amounting to sixty-four dollars, but the

further amount of petitioner's liability, if, indeed, he is

liable at all to them, which we do not concede—is not

set forth. True, it is alleged that the amount of their

deposits is two thousand eight hundred and ninety-nine

dollars, but that sum is not the measure of petitioner's

liability.

It is provided by Section 309 of the Civil Code of

California as follows:

"309. The directors of corporations must not

make dividends, except from the surplus profits

arising from the business thereof; nor must they

create any debts beyond their subscribed capital

stock; nor must they divide, withdraw, or pay to

the stockholders, or any of them, any part of the

capital stock, except as hereinafter provided, nor re-

duce or increase the capital stock, except as herein

specially provided. For a violation of the provi-

sions of this section, the directors under whose ad-



ministration the same may have happened (except

those who may have caused their dissent therefrom

to be entered at large on the minutes of the directors

at the time, or were not present when the same did

happen) are, in their individual or private capacity,

jointly and severally liable to the corporation and

to the creditors thereof, to the full amount of the

capital stock so divided, withdrawn, paid out, or re-

duced, or debt contracted; and no statute of limita-

tions is a bar to any suit against such directors for

any sums for which they are liable by this section."

The Constitution of the State of California, Article

XII, Section 3 thereof, thus fixes the liability of direc-

tors of corporations:

''The directors or trustees of corporations and

joint stock associations shall be jointly and several-

ly liable to the creditors for all moneys embezzled

or misappropriated by the officers of such corpora-

tion, or joint stock association, during the term of

office of such director or trustee,"

In construing these sections it has been held by the

Supreme Court of the State of California that no in-

dividual cause of action is thereby given a creditor

against an officer of the corporation. That is to say, no

creditor can commence against a director an action at

law upon his debt: The right of recovery is not for

the amount owed by the corporation to the creditor.

The creditor simply acquires thereby the right to com-

mence for the benefit of every other creditor an action
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in equity against the director or officer for the losses

sustained by the corporation on account of the viola-

tion of the statute by the officers. Against the fund re-

covered the creditor has a claim in the ratio that the

amount of his corporate debt bears to the total amount

of the debts.

"It is stated in the brief of appellant that the court

below sustained the demurrer upon the ground that

the action should be one in equity and for the bene-

fit of all the creditors, and we think that the demur-

rer was properly sustained on that ground. The

clause in question (Art. XII, Sec. 3, of Constitu-

tion) provides that in case of embezzlement or mis-

appropriation the directors shall be liable to the

'creditors and stockholders' for moneys embezzled

or misappropriated; and the phrase 'the creditors'

evidently means all the creditors. . . .

"The moneys embezzled or misappropriated con-

stitute a fund for the benefit of at least all the credi-

tors who have been injured by the wrongful acts,

and the only proper remedy in such a case is a bill in

equity where all the creditors are parties, or are

represented, and in which there can be an account-

ing and equities adjusted, after all the facts have

been ascertained."

Winchester vs. Mabiiry, 122 Cal., 524.



See also:

Winchester vs. Howard, 136 Cal., at p. 441 ;

Stone vs. Ch'isholm, 113 U. S., 302;

National Bank vs. Dillingham, 147 N. Y., 603

;

Orr Shoe. Co. vs. Thompson, 89 Tex., 501.

It is evident, therefore, that the amount of any lia-

bility is as yet undetermined and in this respect the pe-

tition of respondents is deficient.

III.

THE CLAIM AGAINST PETITIONER AS AN OFFICER AND

DIRECTOR OF THE CORPORATION IS NOT A PROVABLE

CLAIM.

One of the requisites of a petition in involuntary

bankruptcy is that the petitioning creditors shall be the

holders of provable claims aggregating five hundred

dollars in amount (Sec. 59 b., B. A.). Provable claims

are those defined by Section 63a of the Act which is as

follows:

"Section 63a. Debts of the bankrupt may be

proved and allowed against his estate which are

"(i) Fixed Liability. A fixed liability, as evi-

denced by a judgment or an instrument in writing,

absolutely owing at the time of the filing of the

petition against him, whether then payable or not,

with any interest thereon which would have been

recoverable at that date, or with a rebate of interest
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upon such as were not then payable and did not bear

interest;

"(2.) Costs of Suit Due, etc. Due as costs tax-

able against an involuntary bankrupt who was at the

time of tlie filing of the petition against him plain-

tiff in a cause of action which would pass to the

trustee and which the trustee declines to prosecute

after notice;

"(3.) Costs Incurred Before Filing Petition.

Founded upon a claim for taxable costs incurred in

good faith by a creditor before the filing of the peti-

tion in an action to recover a provable debt;

"(4.) On Open Account. Founded upon an

open account, or upon a contract express or implied

;

and

"(5.) Judgments. Founded upon provable

debts reduced to judgment after the filing of the

petition and before the consideration of the bank-

rupt's application for a discharge, less costs incurred

and interests accrued after the filing of the petition

and up to the time of the entry of such judgments."

It will at once be observed that the claim of respond-

ents based upon petitioner's liability as director or of-

ficer of the corporation, belongs to none of these. It is

not a fixed liability as defined by subdivision i of said

Section 63, for it is evidenced neither by a judgment

nor by an instrument in writing nor does it bear any of

the other characteristics of the debts belonging to that

subdivision. Nor does it come within either of sub-

divisions 2, 3 or 5, and no argument is required to sup-

port this statement. Respondents allege that the obli-
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gation and liability arises upon a contract and thus seek

to bring themselves within the provisions of subdivision

four of Section 63, but that such liability is not con-

tractual in its nature has been so universally held by the

courts of this country, both State and national, that

the question is no longer open to argument. By the

very allegations of their petition, respondents exclude

the idea of any contractual relation existing betw^een

themselves and petitioner, for they aver that their re-

lations w^ith the banking corporation did not begin till

September, 1907, and they would enforce a liability

for acts alleged to have extended over a period of three

years prior to the filing of their petition. There is a vast

difference between the liability imposed upon a stock-

holder and that imposed upon a director of a cor-

poration. In the former, the liability is fixed and

certain and is for a fixed and certain proportion of the

debt itself and the creditor is not bound to look to the

corporation at all for the debt but may proceed in the

first instance against the stockholder. In other words,

the obligation of the stockholder for the debt of the

corporation is primary; he is the principal and the cor-

poration, in the creation of the indebtedness, is his

agent. But the director's liability is far different. He

is responsible not for the debt but for the whole amount

of the losses to the corporation occasioned by his wrong-

ful acts and those of his fellows. No action at law

can be maintained against him by a creditor for this

debt, but the creditor must sue in equity for the amount



12

of losses sustained by the corporation and for the bene-

fit of all other creditors. The term of office of the di-

rector may have expired or the claim of the creditor

may have arisen long after the act of the director, but

he may not avail himself of these facts. The law im-

poses a penalty upon him not only for his own acts but

for the acts of his fellow officers and directors as well.

In its every aspect this liability is wholly penal and

lacks any of the characteristics of a contract. There is

no mutuality of the parties, no meeting of their minds

and, as has been said, the courts of the land, with an

unanimity that makes argument seem useless have de-

clared the liability penal and not contractual.

In an early California case, the Supreme Court, in

passing upon a similar statute (the predecessor of the

present Section 309 of the Civil Code), said:

"This statute provides for making one person in-

dividually liable for the debts of another, and pre-

scribes how and under what circumstances he shall

be held thus liable. Like other statutes uhich cre-

ate a forfeiture or impose a penalty, it is to be

strictly construed; and every intendment and pre-

sumption is in favor of the defendant in such cases."

Irvine vs. McKeon, 23 Cal., 472.

Again, the same court, referring to the very section

of the Code here under consideration, held that "while

" such laws are to be commended, as in the interest of



13

" creditors and fair dealing, they are penal in their na-

*' ture, and should be strictly construed."

Moore vs. Lent, 8i Cal., 504.

In the case of First National Bank of Plymouth vs.

Price, 33 Md., 487, a statute almost identical in lan-

guage to the one here under consideration was passed

upon by the Supreme Court of Maryland. In that case a

statute of Pennsylvania provided that the total amount

of the debts and liabilities of certain corporations

should never exceed the amount of their capital stock

paid in; and if any debts or liabilities should be con-

tracted exceeding said amount, the directors and officers

contracting the same, or assenting thereto, should be

jointly and severally liable in their individual capaci-

ties for the whole amount of such excess and the same

might be recovered by an action of debt. The Court

held:

"This liability does not arise upon any contract

to which the directors are parties, but is altogether

statutory, imposed upon them as wrongdoers, and

in its nature penal, and, as such, can only be en-

forced within the State where the statute operates."

The rule as to the nature of the liability of officers

and directors of corporations is thus stated by law

writers

:

"The statutes making officers of corporations lia-

ble for the corporate debts in certain cases are re-



garded by most courts as of a penal nature, the lia-

bility under the statutes not being founded upon

contract, but arising from misconduct in office."

21 Am. &' Eng. Enc. Law, p. 882.

See also:

Chase vs. Curtis, 113 U. S., 452.

Park Bank vs. Remsen, 158 U. S., 342.

In a well-considered case in the United States Circuit

Court for the District of Oregon, this question was

squarely before the court. The statute under considera-

tion, while not identical in terms with the statute here

under consideration, is substantially the same, and upon

the nature of the liability thus created the decision of

the Court was as follows:

"In considering the second ground of demurrer,

the first question to be determined is whether the

liability created by the statute is a penalty, such

that an action to enforce it is barred at the end of

three years. The Oregon statute above quoted is sim-

ilar to that of many of the States upon the same sub-

ject. In nearly all of such States it has been held that

such a statute is penal in its nature, and than an ac-

tion to enforce liability thereunder is subject

to the Statute of Limitations which is made
applicable to actions for the recovery of pen-

alties. The courts have recognized the rem-



15

edial features of the statutes in that they

inure to the benefit of the creditors, for whose

protection they are intended, but they have also held

that, so far as the directors are concerned, the lia-

bility is in the nature of a penalty, and that the

statutory provisions must be strictly construed. In

this respect, reason is clearly coincident with the

weight of authority. The liability imposed upon

directors under the statute is absolute. It is not

apportioned to the amount of the interest which the

directors may have in the corporation as stock-

holders or otherwise, thus differing from the statu-

tory liability of stockholders. It is not predicated

upon the amount of the benefit which may accrue to

the directors from the illegal dividend. It does

not depend upon the amount of the dividend which

is declared, nor the extent of the injury to the credi-

tor, which is thereby occasioned. It is intended by

such statutes upon grounds of public policy to re-

quire the directors of corporations to exercise dili-

gence, to deal honestly with creditors, and to faith-

fully perform their duties. The law clearly pre-

sumes that the director is bound to know the condi-

tion of his corporation, and to know whether or not

dividends are payable; and it makes no excuse nor

release of liabilty on account of his failure to ac-

quire such knowledge. It is immaterial that the

statute contains no direct prohibition of the pay-

ment of dividends under the circumstances men-

tioned therein. It is sufficient that a penalty is de-

nounced against the act. That penalty can be re-
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garded in no other light than as a punishment for

the injurious act."

Patterson vs. Thompson, 86 Fed., 85.

(And see numerous cases cited by the Court.)

In the case at bar, like the case last cited, the claim

of respondents against petitioner as officer and director

of the corporation is not based alone upon his acts; it

is sought to hold him responsible for the acts of the

officers and directors during the whole of the period of

time embraced in the allegations of the petition—pure-

ly the imposition of a penalty upon him and barren of

any mark or characteristic of a contract. The claims

are not embraced within any subdivision of Section 63a

of the Bankruptcy Act and are therefore not provable.

IV.

RESPONDENTS' CLAIMS ARE UNLIQUIDATED AND HENCE

THEIR PETITION MUST FALL.

It has already been pointed out herein that the claims

of respondents, based upon the liability of petitioner

as an officer and director of the corporation, are un-

liquidated and the method of their liquidation under

the State law has also been shown (Supra, Point II).

Under Section 63b of the Bankruptcy Act, "unliqui-

*' dated claims against the bankrupt may, pursuant to

" application of the Court, be liquidated in such man-

" ner as it shall direct, and may thereafter be proved
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" and allowed against his estate." It would seem then

that some bankruptcy proceeding must be already be-

fore the Court in order that unliquidated claims may
become provable therein. If no such proceeding be

pending, respondents must bring themselves within one

of the classes into which provable claims are divided;

that is, in this instance, they must make their claims

fixed and direct debts by reducing them to a judgment.

An unliquidated claim does not become provable until

it has been liquidated. This is plain from the Act itself,

which does not need any construction, for the language

of the statute is, ''and may thereafter" (i. e., after liqui-

dation as the Court shall direct) "be proved and al-

lowed against his estate." In other words, an unliqui-

dated claim is not provable till after its liquidation in

the manner directed by the Court.

In the District Court of the Western District of

Pennsylvania this question has been passed upon by

the Court and it was there held that the holders of un-

liquidated claims are not the "creditors" intended to

be included among those who may institute an involun-

tary proceeding. The following excerpt from the

opinion of the Court is most apt to the case at bar:

"How and when is such claim liquidated and

proved? Is liquidation its proof, is proof its liqui-

dation, or are the two separate steps? The statute

settles this. Subdivision 'a' of Section 63 defines

under five clauses claims that may be proved, while

Subdivision 'b' provides for the precedent liquida-
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tion, and thereafter for the proof, of unliquidated

claims. The provision is: 'Unliquidated claims

against the bankrupt may, pursuant to application

to the Court, be liquidated in such manner as it

shall direct and may thereafter be proved and al-

lowed against his estate.' It will thus be seen the

demand is proved after liquidation, and that prior

thereto an application is to be made to the Court

for direction as to the manner of such liquidation.

After careful and deliberate consideration of the

question here involved, we have reached the con-

clusion that the unliquidated demand herein only

becomes a provable debt after it has been judicially

ascertained and liquidated in the statutory method

set forth. Such construction is in accord with other

provisions of the Act. The provisions requiring

petitioning creditors should have claims aggregat-

ing $500 in excess of all securities, evidence that

Congress felt there should be definite, ascertained

claims, and that, too, in excess of all securities, as

a foundation on which to base a petition to adjudi-

cate one a bankrupt. Where a claim against an-

other has not been judicially ascertained, and where

its validity and certainty are evidenced by no paper,

acknowledgment or other admission of the debtor,

it would ofifend our sense of right to allow such self-

asserted claim to constitute sufficient ground for

harassing another with a petition in bankruptcy. It

will readily be seen that an averred but unfounded

claim might be made an effective weapon to enforce

an unjust demand, or even to bankrupt a struggling,

but solvent, debtor. Of course no such consequence

would result from the case in hand. The property
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of the company has been sold at sheriff's sale, but

the question raised is jurisdictional. It is therefore

better for all parties that we should meet such ques-

tions at the threshold rather than allow the case to

proceed only to find at the end that the Court was

without jurisdiction. Being of the opinion the peti-

tioners have no standing as petitioning creditors, an

order may be prepared dismissing the petition."

In re Big Meadows Gas Co., 113 Fed., 974.

In Beers vs. Han/in, 99 Fed., 695, the Court held

that an unliquidated claim is not provable in bank-

ruptcy.

That there must first be an adjudication before an

unliquidated claim can be liquidated and proved under

Section 63b, is held in the following cases:

In re Morales, 105 Fed., 761

;

In re Silverman, loi Fed., 223.

In the Matter of Brinckman, 103 Fed., 65, the Court

held that one having an unliquidated claim against an

insolvent debtor is not such a creditor as is entitled to

institute involuntary proceedings to have his debtor ad-

judged a bankrupt.

It will thus be seen that upon the claims alleged by

respondents against petitioner as a director and officer

of the banking corporation—claims as yet unliquidated

—they are not entitled to institute a proceeding in in-

voluntary bankruptcy against him.
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Upon all the points urged herein it is submitted that

petitioner's demurrer was well taken, and it is respect-

fully asked that this Court set aside the ruling of the

lower court and direct the entry of an order sustaining

the demurrer of petitioner and dismissing respondents'

petition.

HIRAM W. JOHNSON,
Attorney for Petitioner J. Dalzell Brown.


